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Abstract 
This paper intends studying the basic issues of the China monetary policy in 
the capital market perspective by using econometrical empirical research, 
simulation analysis, logical and game theory. 
First, this paper uses an empirical method to examine the Velocity of Money 
in the background of fundamental development of the China capital market. 
Second, we study the stability of the Money Demand Function, also in the 
background of fundamental development of the China capital market. Third, by 
using model economy simulation method, we build a Dynamic Stochastic General 
Equilibrium model with built-in capital, to study the main factors of China's 
economic fluctuations, and provide the opinions for the establishment of monetary 
policy. Then, we expand the DSGE model with incomplete information. Last, this 
paper uses logical analysis and game theory to explain the deep reasons behind the 
conclusions given by empirical and simulation research; meanwhile, gives 
monetary policy suggestion based on conclusions found ahead. 
The study found that taking into account the impact of the capital market on 
currency circulation, by the Kalman filter calculations, the velocity of money is 
stable in short-term, declines slightly in long-term. Taking into account the impact 
of the capital market on money demand, by using cointegration analysis, we find a 
stable money demand function. This means one of the prerequisites of the 
effectively implementing Quantity monetary policy is met, the money supply as the 
intermediate target is feasible. Meanwhile, the central bank in setting monetary 
policy must take into account the positive effect of the capital market on money 
demand.Through the simulation of a DSGE model of the economy, we find that the 
main reason causing fluctuations in China economy coming from the supply side. 
Monetary policy should pay more attention to supply factors, so it should take 
“indirectly increase the supply capacity of the economic system” as the guiding 
principles in setting monetary policy, instead of “directly pull the demand”. 
Through the expansion of standard DSGE model with incomplete information, we 
find that the monetary authority should communicate economic information with 
public to the fullest extent possible, because the less information agents have, the 
more violent fluctuations in the economy. The monetary authority should tell 
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scope, quality of released economic data. Finally, we use comprehensive 
knowledge of economics to explain fundamental factors behind the conclusion 
drawn by empirical and simulation research. Last, form the perspective of 
economic globalization, China tax structure, local government officer behavior 
mode, the absence of owners of the state-owned enterprises,  we argue the 
applicability of the quantitative monetary policy, as well as the central bank should 
implement a supply-oriented indirect monetary policy. 
This paper uses standard empirical methods, simulation and logical analysis. 
For example, we use the latest methods such as Kalman filtering, DSGE to study 
monetary policy. In addition to the text description and formula derivation, using 
many of statistics, charts, econometric analysis techniques to make the conclusion 
more convincing. 
In short, the innovation of this paper is a small step forward based on a large 
number of domestic and foreign monetary policy theoretical and empirical 
literature: First, fully aware of the impact of capital market development on the 
monetary policy system, the paper uses empirical approach to re-examine the 
velocity of money in China, the stability of money demand function. Second, fully 
aware of the impact of capital market development of monetary policy system, we 
build a DSGE model with capital and asset prices. On the set of monetary policy 
rules of DSGE model, we, considering the actual situation in China, replace the 
interest rate rule by money supply growth. Third, we expand the DSGE model with 
incomplete information. Fourth, we dig further the conclusions drawn by the 
empirical and simulation analysis by logical and game analysis. 
This paper, no doubt, has many flaws. For example, at the time that 
computing the velocity of money and examining the money demand function, we 
can only use stock market to represent capital market.. 
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